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· Expanded basic programming per expanded basic subscriber (E20) is the cost to acquire
programmingcarried on the expanded basic tier, not counting thecost ofthat carried on the
low basic tier.

• The pay and pay-per-view programming cost per basic subscriber (E21) is not necessary to
determine basic and expanded basic revenue requirements, but the model applies it in a
calculation of total revenue in a consolidated statement of operations.. The norm can be
determined throughsurveyresponses, dividing the totalpayand pay~per-view programming
cost for each survey system by the number of basic subscribers in that system.

· Fixed programming expense is the residual amount in the programming category after the
variable programming expenses (E19, E20, and E21) and local specific programming
expenses (B20 and B28) have been determined.

Technical and plant expenses are classified as follows:

· Technical costs per mile (E24) include the salaries and benefits ofplant technicians (but not
house technicians or installers). system power. pole attachment or conduit rental fees. plant
vehicle expenses and property taxes on plant.

Technical costs per subscriber (E25) include non-capitalized salaries and benefits ofhouse
technicians and installers (excluding capitalized amounts assigned to connections), where
these costs are not directly assignable to equipment maintenance (such as converter
maintenance).

The fixed technical expenses (E26) include the remaining technical expenses. such as
technical management personnel salaries and benefits. excluding the capitalized costs and
costs otherwise directly or indirectly assigned to installations and equipment.

. The marketing costs include:

· Marketing expenses that are assumed to vary with the subscriber size of the system (E28).
Theseinclude advertising expenses, salescommissions, and thesalariesand benefits ofdirect
sales personnel.

· All other marketing expenses are considered fIXed (E29). Generally these will include the
salaries and benefits of any marketing administration personnel.
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General and administrative expenses are classified into several sub-categories:

. General and administrative expenses that are assumed to vary per subscriber (E31) include
the following:

Salaries and benefits of customer service representatives and their immediate
supervisors

Data processing expenses

Postage
•

Telephone

Stationer)' and office supplies

. Bad debt expense is treated as a percentage of total revenue (E32).

Fixed general and administrativeexpense(E34) includes all other general and administrative
expensesnot counted elsewhere, exclusive ofany extraordinary items. General management
salaries and benefits (exclusive of customer service representatives and their immediate
supervisors) fit in this category.

Allowable return on capita]

TheCommission will perform analyses to determine anonnforthe allowable return oncapital
(E37). Theaveragedebt-to-equity mixincablesystemacquisitions orconstruction maybeused
as aguide to the capital structure. Current interest rate averages for cable debt fmancings may
be used as a guide for the cost ofthe debt component. Thecost ofcapital should bea weighted
average of the cost of debt and the cost ofequity. determined by an appropriate method.

Installation and equipment expenses

Installation and equipment expenses are not part of the revenue requirement for basic and
expanded basic rates. because installation and equipment charges are to be determined
separately. A per subscriber amount is included here (E39) only so that a consolidated
statement of expenses may be produced by the model. These expenses may include non
capitalized salaries and benefits ofinstallers and house or bench technicians where such costs
aredirectly assignable to installation orequipment activities. Convertermaintenance expenses

15
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should be included. Warehouse and dispatch expenditures may also be directly assignable to
thiscategory. Aportion oftechnical overhead maybe allocated, based on direct laborexpenses
or another reasonable basis. Expense items should not be double counted between this and
other expense categories.

16
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EVIDENCE OF THE MONOPOLY COMPONENT IN CABLE PRICES

1. Introduction

A principal objective of the Cable Television Consumer Protection and Competition Act of
1992 is to protect subscribers in areas with no effective competition from paying rates higher
than those thatwould becharged ifthesystemweresubject to effectivecompetition. Therefore,
we believe that it would be useful for the Federal Communications Commission (Commission)
to review evidence of the size of the monopoly component in basic and expanded basic rates
prior to establishing its rules for rate regulation, in order to consider whether the various
methods of rate regulation are likely to remove the monopoly component.

We present this briefoverview ofsome ofthe evidence of the relative size of the monopoly to
suggest how the Commission might further assess this issue before adopting its rate regulation
rules to implement the Act. This evidence includes:

· Differences in pay and basic rate changes

Cable system sales price trends

"Franchise value" intangible assets

· Econometric studies

Comparative rates in competitive or municipal systems

· Cost-of-service model results

Each type ofevidence is briefly discussed below.

2. Differences in Pay and Basic Rate Changes

There have been several studies of the trends in cable television basic and expanded basic
services rates over the past several years.1 It is informative, however, to also consider trends

1 Forexample, United States General Accounting Office, "1991 Survey ofCableTelevision
Rates and Services/' July 1991; GAOIRCED-91-195.

1
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in pay services rates. Each pay service to some degree competes for subscriber dollars with
other similar pay services (HBO and Showtime offer similar services, for example).
Videocassette movies are also a possible substitute for pay services. Therefore, there may be
some competitive pressure on pay rates from substitute products.

The graph appearing in Exhibit B-1 shows pay services rate trends in relation to trends in basic
rates, and basic plus expanded basic rates, between 1984 and 1991. The figures are indexed
to a base year of 1984, when the Cable Communications Policy Act was passed, deregulating
rates in most jurisdictions (effective in January 1987). As the graph shows, the price of basic
plus expanded basic nearly doubled in this time period, with pay rates remaining relatively
constant.

The possible reasons for the difference between the trends for pay versus basic/expanded basic
services include:

· Differences in programming cost increases

· Differences in other cost increases

· Differences in the competitive situation of the respective services

Thecostsof0btaining programming differ between pay and thebasic/expanded basic tiers, but
the different services share the same joint and common costs. While possible differences in
program acquisition cost changes between pay and basic/expanded basic services may explain
some ofthe difference in rate trends, it is unlikely that such a large variation can be explained
by programming costs -- programming costs for basic plus expanded basic typically represent
no more than 10% to 20% of the related revenues. And since the joint and common cost pool
is the same, changes in these costs also cannot explain the differences in trends. Therefore, it
appears that the non-competitive nature of basic/expanded services, versus the more
competitive environment of pay services, seems to explain much of the difference.

Ifa competition standard were used as the basis for indexing allowable rate adjustments, and
changes in pay rates were used as the data points for what could be expected in a competitive
environment, then basic/expanded basic rates would be held to approximately what they were
in 1984.

2



Exhibit B-1

INDEXED CHANGE IN CABLE TV RATES
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3. Cable System Sales Price Trends

Exhibit B-2 illustrates that sales prices for cable systems, when expressed on a per subscriber
basis, have nearly doubled since 1984. The reasons this value may have changed include:

· Changes in the cost ofcapital and/or expected future growth rates

· Additions of revenue sources
· Increases in rates exceeding increases in cost per subscriber

Changes in the cost of capital, in combination with expected future growth rates, would be
reflected in the cash flow multiples paid for acquired systems. Since1he average multiple was
the same in 1991 as it was in 1984, this factor cannot explain the per subscriber value change.

3



Exhibit B-2

INDEXED CHANGE IN CABLE SYSTEM SALES VALUES
3
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Some of the increase in values is likely explained by additions of revenue sources. Non
subscriber revenues, such asadvertising and homeshopping, increased during the 1984 to 1991
period, and as systemchannel capacity increased moreprogramming servicescould becarried.
However, these factors do not appear to be sufficient to explain the magnitude ofthe increase
in sales values.

That leaves actual rate increases, in excess of any cost per subscriber increases, as the most
significant explanatory factor for the majority of the increase. Rate increases exceeding
subscriber cost increases mean higher cash flows, thus increasing what a buyer will pay for a
system. ThedataseemtosupportahypothesisthatonenotableefTectofratede-regu1ation was
to increase the price buyers were willing to pay to acquire cable systems because they expected
and wereable to achieve higher rates (and therefore highercashflows}than they did when most
local franchise authorities could regulate basic rates.

4. "Franchise Value" Intangible Assets

The expectations a buyer may have for supernormal profits attributable to rates above those
necessary to provide anormal cost ofcapital are captured as intangible "franchise value" when
a system is sold.2 Intangible assets result from accounting transactions to reconcile the cost
ofa system acquisition with the current tangible value of that system. Typically the tangible
assets are valued at current market prices or depreciated replacement costs, and the difference
between the purchase price and the tangible asset values are assigned to intangibles. Most of
the intangible value in a cable system following a sale is represented by the "franchise value."

In fact, intangible assets are now amuch higher proportion ofcable company assets than they
were in 1984, as shown on a company-wide basis for certain multiple system operators in
Exhibit B-3. Most ofthis increase is likely attributable to the "franchise value" associated with
acquisitions of cable systems.) ;

The difference in the sales value of cable systems and the replacement value of the tangible
assets can be used to generate ameasureofthe monopoly power ofthe industry. Thismeasure,
Tobin's q, has been addressed in several submissions in previous Commission proceedings, so

2 An extensive discussion of"franchise value" in the cable television industry appears in the
record of United States Tax Court, Docket No. 268-89 (Filed November 7, 1990). Tele
Communications, Inc. and Subsidiaries v. Commissioner ofintemal Revenue. 95T.C. No. 36.

3 Although other local cable systemintangibles and intangibles from other lines ofbusiness
likely compose some of the intangible component as well.

4



exhibit B-3 (Page 1 of 2)

INTANGIBLES ARE NOW A MUCH HIGHER
PROPORTION OF CABLE COMPANY ASSETS
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exhibit B-3 (Page 2 of 2)

INTANGIBLES ARE NOW A MUCH HIGHER
PROPORTION OF CABLE COMPANY ASSETS
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we do not include a discussion here. We note, however, that while the Tobin's q's calculated
for cable by various analysts differ, the results indicate that local cable systems have
considerable market power in relation to firms in a competitive industry.

The size of the monopoly "franchise value" was directly addressed in a U.S. Tax Court case
involving Tele-Communications, Inc. (TCI).· For three specific TCl systems the court found
that 39% of the sales price was attributable to intangible "franchise value." The systems
involved in this case sold well before 1984, when sales prices began to rise substantially.
Generally one would expect to fmd "franchise value" to be an even higher proportion of the
sales price for transactions occurring since rates were deregulated in most communities.

One way to apply "franchise value" figures to estimate the size ofthe monopoly component of
rates is to assess what rates would be required to produce a reasonable return excluding the
monopoly "franchise value," versus those required to produce a return on this intangible in
addition to on the tangible assets. This could be done for specific systems where sufficient
accounting data are available to perfonn a simple utility cost-of-service analysis, looking
particularly at systems that sold between the passage ofthe Cable Communications Policy Act
of 1984 and 1992 Act.

Wehave applied an industry averageapproach to use intangible franchise value to estimate the
size of the monopoly component in Exhibit B-4. The result indicates that the monopoly
component was in the range of 28% to 49% for the most popular basic service tier in 1991.

S. Econometric Studies

There is alarge body ofliterature on the monopoly characteristics ofcable television, including
numerous econometric studies. One of the more recent studies develops a measure of how
much of the cable television ptice increase since deregulation is due to monopoly power. We
quote the abstract of this U.~ Department of Justice study:s

Since the deregulation of rates for basic·'cable television service, increases in prices have
outpaced therate ofinflation.... [A]tleast45-S0%ofthepriceincrease...is due to market power.

• Tele-Communications, Inc. and Subsidiaries v. Commissioner ofInternal Revenue. 95
T.C. No. 36. Supra.

5 Robert Rubinovitz, "Market Power and Price Increases for Basic Cable Service Since
Deregulation," U.S. Department of Justice, Antitrust Division, Economic Analysis Group
(August 6, 1991).
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Exhibit B-4

l\-IETHOD TO ESTIMATE THE SIZE OF THE MONOPOLY COMPONENT OF BASIC
RATES BY ADJUSTING FOR INTANGIBLE "FRANCHISE VALUE"

Average system sales value 1991 J

Range of average cost per subscriber to build a modern
cable system2

Difference (intangible tlfranchise value")

Return on capital on the difference
(assutpe 12%)3

Assume 80% attributable to basic and
expanded basico4

Monthly size of the monopoly component
(surplus return divided by 12)

Estimated percent of the monopoly component, 1991 s

Upper
End of
Ran~e

$ 1,850

$ 700

$ 1150
•

$ 138

$ 110

$ 9.20

49%

Lower
End of
Range

$ 1,850

$ 1,200

$ 650

$ 78

$ 62

$ 5.20

28%

The approximate average of 1991 sales, reported in "The Cable TV Financial Databook,tl
1992; Paul Kagan Associates, Inc.; Cannel, California.
2 Assumed values; the actual figure could be empiri:ally determined by the Commission.
3 Assumed weighted debt/equity return.
4 Based on assumed distribution of channel capacity.
S Monopoly component divided by $18.84 (the 1991 average for the most popular basic
service, as reported by the General Accounting Office).
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6. Comparative Rates in Competitive or Municipal Systems

The Commission suggests that rates in areaswith effective competition orwhere the franchising
authority is itself the cable operator may be one way to benchmark rates. We see certain
limitations in this approach, but we nevertheless believe it can provide a useful guide to the
order of magnitude of the monopoly component now contained in rates where there is no
effective competition. We surveyed several such systems between January 14 - 22, 1993. The
results of the survey are shown in Exhibit B-S for systems that report that they are in
competition, and in Exhibit B-6 for municipal systems. We cannot be certain that all systems
reported are actively competing.
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CABLE SYSTEMS IN COMPETITION-
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MUNICIPAl CABLE SYSTEMS
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Wecompared the expanded basic (most popular tier) average rates per channel to the General
Accounting Office (GAO) national survey findings for abroad sample ofsystems(mostlyareas
where there is no effective competition and no municipal system) as of April, 1991:

Rate per Channel Percent Less
Most Popular Tier Than 1991 GAO

GAO cross-section survey result, April 1991

January 1993 survey, competitive systems

January 1993 survey, municipal systems

$ 0.54

S 0.41

S0.44

N/A

24.1%

18.5%

The 1993 compe~itive system and municipal rates were notably less than even the 1991 rates
6 .

(nearly two years old) for the cross section of systems.

We encourage the Commission to analyze the rate survey results it receives in January (ifthere
are sufficient data) in the manner we have here, as it seeks to estimate the size of the average
rate decrease necessary to assure that subscribers in non-competitive areas pay no more than
those in areas where there is effective competition.'

6 If rates were cost based and did not include a monopoly component, theoretically one
would expect r.ates to be even lower than they are where there has been sustained competition.
Becausecomp~ titive systemsduplicate plant and split thesubscriber base, they do not enjoy the
sameeconomi~s ofscale as ifthere were only one operator in the community. This means that
their average cost per subscriber is higher than it would be for a de facto monopolist.
Consequently, one would expect truly cost based rates in the communities served by a single
operator to be even lower than those found in the competitive communities in the long run.

, In analyzing the rate data obtained for supposed "effective competition" areas, the
Commission should assure that each respective area meets the tests specified in the Act to
defme competition. We have found for example, that many supposedly competing cable
systems overlap only in small areas, and at least one ofthe systems in each case would not meet
the test ofpassingat least halfofthe homes in the franchise areaandlor actually serving at least
15% of the franchise area.
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Exhibit 8-7

(
.

ESTIMATES OF COST BASED RATES COMPARED TO ACTUAL RATES
FOR SB.ECTED CAlLE SYSTEMS

Cost-Iesell Cost-Besell Actual Cost-Bas"
Cost-B.ed Actual Percent of Expended Expended P.centof

Snttm Subsc:rIbIn l_tW, I_Rete AetuI!I lasic I_Ret, lesle Rete AetuI!I ExP, BIlle

System A 3.500 $3.90 $10.80 36% $13.40 $21.80 61%

System B 159.000 $5.60 $10.00 56% $21.90 $26.40 83%

System C 13.000 $5.30 $16.70 32% $15.30 $24.10 63%

System D 202.000 $9.60 $11.90 81% $28.90 $25.90 112%

System E 115.000 $12.60 $18.70 67% $26.00 $26.00 100%

System F 71.000 $1.50 $6.20 24% $11.90 $20.20 59%

System G 47.000 $4.90 $8.70 56% $19.10 $20.90 91%

System H 39.000 $1.80 $12.90 14% $13.90 $22.30 62%

System I 43.000 $3.70 $7.70 48% $9.60 $21.00 46%

SystemJ 50.000 $4.60 $8.90 52% $13.90 $22.20 63%

System K 46.000 $6.70 $17.70 38% $11.60 $19.10 61%

System L 44.000 $4.30 $8.90 48% • $11.50 $22.20 52%

SystemM 71.000 $19.10 $22.25 86%

SImple A...... 69,500 .5,38 $11,59 ..." .18,82 .22,84 721)6

T..- 903,600

A.....W.....edby ......... $8,79 .10,77 831)6 $18.80 .22,10 8S1)6

Data sources: Actual financiat statements for the selected systems; other statistics supplied by franchise authorities
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7. Cost-or-Service Model Results

We have recommended a cost-of-service benchmark model to determine reasonable basic and
expanded basic rates (see Appendix A). We applied this model to evaluate data for certain
cablesystems. However, instead ofapplying national norms (which we believe the Commission
should develop) in the model, we adjusted the model for each system we analyzed to assure that
the model reflected the full operating costs and the full capital expenditure (valued at original
cost) for the particular system. We were able to do this for several systems because we obtained
local system financial statements filed with the several franchise authorities, and also obtained
the subscriber, plant mile, and channel line-up information necessary to apply the model.

We stress that the results we obtained are based on the full actual reported costs ofthe systems
we analyzed, so the nature ofour findings cannot be attributable to any under-estimates ofthe
applicable ~osts.

8

The results of this analysis of 13 systems are shown in Exhibit B-7. Depending on whether a
simple average or a subscriber-weighted average of the fmdings is applied, we estimated that
ifbasic tier rates were based on actual costs, they would be only about 46% to 63% ofwhat they
actually are in these systems; expanded basic rates would be about 72% to 85% of what they
actually are.9 In only one case did we estimate a cost-based rate higher than the actual rate
(for expanded basic for one system. Inevery other case the cost-based estimate was lower than
the actual rate, generally by a large margin.

One ofthe reasons, among others, that the costs ofthe low basic tier varied as widely as shown
(from $1.50 per month to $12.60 per month) is the variation in the programming that is offered
on that tier. When no satellite signals or distant broadcast signals are carried on the low tier,

8 We did make assumptions about certain factors that affect the allocation of costs to
specific tiers of service. We selected these assumptions in a conservative manner so that we
would not understate the cost-based basic and expanded basic rates. Therefore, ifourestimates
of the cost-based rates err, they likely err on the high side.

II We did not select these systems randomly. The represent those for which we received
sufficient data from franchise authorities to enable us to perform the analysis. We did not
reject any system because ofresults; the thirteen systems shown are simply those for which we
had enough data at the time our analysis was performed. Ifanything, these systemslikely over
represent large urban systems, where average costs (and therefore cost-based rates) are likely
to be higher than the overall national average.
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Appendix B

there may be essentially no direct programming costs, only allocable joint and common costs
and revenue based costs.

This fmding is interesting in light ofthe announced plans ofcertain multiple system operators,
including Tele-Communications, Inc., that they will begin to offer lower priced re-tiered basic
in many systems within the next several months. Many of the re-tiering plans we have seen
would provide a package ofloca1 broadcast stations, PEG channels, local origination, bulletin
boards, and advertising for the system's pay services on the lowest tier. No satellite services
would be on the lowest tier (a tiering reality already in many communities). Based on the data
we have assessed, we believe the true cost-based rate for these stripped-down services should
more likely be in the range of $1.50 to $5.00 per month (depending on joint and common cost
allocations in the specific system), rather than the $10 to $11 range being announced by some
operators.
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APPENDIX 2
ESTABLISHMENT OF INTERIM RATE

For reasons suggested in the main comments, cable rates now

are too high and subscribers require immediate relief. The

Coalition asks the Commission to adopt an interim benchmark rate

per channel that would be used as a guide by municipalities in

setting rates while the Commission takes the steps necessary to

establish a set of cost-based industry norms that can be used to

derive rates at the local level.

The Coalition recommends an interim per channel rate based on

an examination of a number of factors that, as applied below,

includes rough surrogates for cable industry costs. Because the

Coalition also proposes a procedure for review of the rates at the

local level that should allow for adjustments should the rate prove

too high or too low, the operator and the public are protected.

The recommended rate is not designed to be applied over time, and

is, in fact, designed as a temporary measure, to guide localities

in establishing basic rates (and the Commission in establishing

expanded basic rates) while a cost-based method of establishing

rates is implemented. Over time, significant problems can develop

if per channel rates are applied blindly. Because the cost of

activating channels is quite low, per channel costs actually reduce

over time. Per channel costs were higher in 1984 than they were in

1992, see Statement of Senator Danforth, Cong. Rec. 1/27/92 at

5413. Over time, it would be necessary to reduce per channel rates

1



by a productivity factor.' Similarly, allowing an increase in

price equal to the per channel charge for each channel added would

lead to abuses. An operator who increases rates by an amount per

channel could increase profits by activating so-called "barker" or

videotext channels or other no-cost services on basic and expanded

basic or by eliminating programming altogether. These evasions can

be stopped by localities in the short term (and the Commission. can

help by making it clear that communities may adjust rates to

prevent such abuses), but in the longer term, a more cost-based

rate method appears necessary.

The per channel cost derived below was, to the extent

possible, derived by comparing current costs and rates for systems.

It identifies the magnitude of the reduction required to provide

consumers the immediate rate relief Congress intends. The approach

is comparable to calcUlating a percentage reduction in current

rates, based on a calculated monopoly profit component.

The Coalition believes that the per channel rate for basic and

expanded basic service should not exceed $0. 32/channel. It

calculates this rate examining the following:

1. An estimate of the appropriate rate for service in select

communities« based on costs reported by the Qperators tQ thQse

communities. The rates were estimated by Jay Smith and Michael

Katz, and are set forth in Appendix B, Attachment B-7 ("Smith &

Katz, App. Bft). Five Qf the thirteen systems examined had per

1 If new channels are added, the cost per channel in a
given community should go dQwn.
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channel rates of between $0.20 - .29 cents, four had rates between

$0.30 - .39, three had rates between $0.40 - .43 cents, and one had

a rate over $0.70 per channel. The $0.70 rate is clearly

unrepresentative and would lead to substantial overrecoveries of

rates in most communities. That rate was therefore ignored. A

rate between $0.32 and $0.39 seems most typical. However, the

rates in the $0.23 - .32 range were particularly notable for two

reasons: (1) the systems analyzed tended to be larger, more modern
•

systems: rates are likely to be even less per channel on a cost

basis in older systems where plant may be fully depreciated, and

services (and programming costs) may be extremely limited: and (2)

the data suggests that at a $0.23 - .32 rate, operators can provide

significant services, profitably. Hence, there is every reason to

suppose the lower-end rates are more representative of reasonable

rates.

2. An examination of rates where there is head to head

competition.

Exhibit B-5.

The survey is set forth in Smith & Katz, App. B,

As Smith & Katz point out, the data must be

approached carefully. There are several reasons why, in a

particular community, apparent head-to-head competition may not

lead to lower prices: In Orange County, for example, Cablevision

Industries has agreed to purchase the Telesat system; Telesat no

longer has any incentive to cut prices to its customers pending the

resolution of that sale. In 1986, when it first surveyed the Orange

County system, Telesat's rates was $11.95, $2.00 below the

Cablevision rate for the market; now Telesat charges $19.93 for
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